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PREFACE 


During  the  course  of  the  past  two  years,  Canadians 
have  been  engaged  in  discussing  the  nature,  causes  and  extent 
of  inflation.  While  all  aspects  of  price  changes  are  not 
analyzed  in  this  report,  policy  issues  are  examined  in  the 
light  of  historical  price  series. 

Originally,  the  report  was  prepared  for  use  within 
the  Department  but,  in  view  of  the  scattered  nature  of  the  data 
it  was  decided  to  publish  the  material  in  its  present  form. 

The  statistical  material  and  related  analysis  are  contemporary 
to  the  end  of  1970. 

The  report  was  written  by  John  Burkus,  Senior 
Economist,  Economic  Planning  Branch.  Miss  T.  Chaput  assisted 
in  the  preparation  and  presentation  of  the  statistical  material 


C.  P.  Honey, 

Director , 

Economic  Planning  Branch. 
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PRICE  CHANGES  1961-1970:  AN  ECONOMIC  ANALYSIS 


SUMMARY 


Marked  upward  movements  in  prices  began  in  1966  and 
have,  until  recently,  accelerated  since  that  time.  During  1969 
the  Canadian  Consumer  Price  Index  increased  by  4.5  per  cent 
while  the  Wholesale  Price  and  the  National  Accounts  Implicit 
Price  Index  both  increased  by  4.6  per  cent.  Over  the  course 
of  1970  price  rises  have  moderated  as  compared  with  the  same 
period  one  year  earlier. 

Price  increases  since  1964  have  been  significantly 
higher  than  2  per  cent  per  annum  -  a  goal  suggested  by  the 
Economic  Council  of  Canada. 

A  significant  proportion  of  the  rise  in  prices  since 
1961  as  measured  by  the  Implicit  Price  Index  is  attributable  to 
increases  in  the  government  expenditure  and  residential  construc¬ 
tion  sectors.  Personal  expenditure,  non-resident ial  construction, 
machinery  and  equipment,  as  well  as  prices  of  exports  and  imports 
all  increased  at  a  rate  less  than  that  for  the  Implicit  Price  Index 
as  a  whole  during  the  period  1961  to  1970. 

Price  performance  in  Canada  compares  favourably  with 
that  of  most  of  our  major  trading  partners.  Although  Canadian 
prices  over  the  period  1961-1970  generally  rose  by  more  than 
prices  in  the  United  States,  during  the  past  three  years  the 
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American  Consumer  Price  Index  rose  more  rapidly  than  in  Canada. 

U.S.  consumer  prices  in  1970  increased  by  5.9  per  cent  while 
Canadian  prices  rose  by  3.3  per  cent  over  the  year  previous. 

Price  increases  have  not  been  uniform  across  Canada. 

Slow  growth  areas,  in  spite  of  high  unemployment  levels,  exper¬ 
ienced  higher  price  increases  than  in  Ontario. 

The  traditional  concept  that  higher  levels  of  unemployment 
will  lead  to  greater  price  stability  may  prove  to  be  socially 
unacceptable.  The  study  suggests  that  during  the  course  of  the 
past  few  years,  significantly  higher  rates  of  unemployment  have 
occurred  before  reasonable  price  stability  was  attained.  In  the 
current  economic  environment,  the  extent  of  regional  unemployment 
which  would  result  from  stern  anti-inflationary  measures  could  be  in 
the  order  of  10  per  cent. 

The  rapid  rise  in  U.S.  prices  and  a  parallel  but  generally 
greater  price  increase  in  Canada  during  the  period  1961-1970 
suggest  that  Canadian  price  increases  are  linked  to  changes  in 
American  price  levels. 

Although  selective  tax  and  other  policies  to  curtail  price 
increases  have  been  advocated  by  the  federal  government,  recognition 
should  be  given  to  the  fact  that; 

a)  price  increases  in  Ontario  have  been  smaller 
than  in  other  provinces  and  regions  of  Canada; 
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b)  prices  in  the  export  sector  (which  is 
important  in  the  Ontario  economy)  have  not 
increased  as  rapidly  as  either  the  Consumer 
Price  Index  or  the  Implicit  Price  Index; 

c)  investment  in  production  facilities  should  not 
be  discouraged  since  this  leads  to  improved 
productivity  and  hence  to  better  price  performance. 


Prices  have  an  important  allocative  function  in  our 
economy  in  that  they  signal  both  shortages  and  surpluses.  If 
artificial  restraints  hinder  price  and  wage  changes  for  other 
than  very  short  periods,  serious  long-run  distortions  may  result 
in  the  allocation  of  the  factors  of  production. 
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Introduction 

During  the  course  of  the  past  two  years  policy  makers  at  both 
senior  levels  of  government  have  directed  increased  attention  to 
upward  movements  in  various  price  indices.  These  accelerating 
price  changes  have  led  to  a  number  of  institutional  developments, 
the  most  important  of  which  was  the  establishment  of  the  Prices 
and  Incomes  Commission, 

During  the  latter  part  of  1969  the  Commission  held 
meetings  with  business,  labour  and  government  and  put  forth  their 
views  on  policies  for  price  restraints.  An  adequate  response  to 
these  and  other  proposals  requires  a  detailed  knowledge  of  both  the 
nature  and  causes  of  price  movements.  Perhaps  the  most  important 
consideration  is  that  price  changes  must  be  viewed  in  historical 
perspective . 

There  are  in  Canada  three  very  broad  indices  which  measure 
price  movements.  The  best  known  and  most  often  used  is  the  Consumer 
Price  Index.  The  two  other  important  indices  are  the  Wholesale  Price 
Index  and  the  Implicit  Price  Index,  The  latter  is  used  in  national 
accounts  data.  While  each  of  these  indices  is  not  a  fully  satisfactory 
indicator  of  price  movements,  it  is  generally  agreed  that  they  do 
provide  a  good  measure  of  price  changes  over  time. 

Table  1  shows  that  the  Consumer  Price  Index  for  Canada 
exhibited  a  sharp  upward  movement  beginning  in  about  1966.  Prior  to 
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that  time  the  annual  percentage  change  in  the  Consumer  Price  Index 
was  2.5  per  cent  or  less.  In  1966  prices  rose  by  3.7  per  cent, 
declined  slightly  in  the  following  year,  and  rose  again  in  1968 
to  just  over  4  per  cent  per  year.  During  the  course  of  1969  the 
CPI  continued  to  exhibit  a  strong  upward  movement,  and  the  change 
over  the  previous  year  was  4.5  per  cent.  Prices  began  to  moderate 
in  1970  and  the  annual  increase  in  consumer  prices  declined  to  3.3 
per  cent. 


The  table  also  indicates  that  over  the  period  1961-1970 
the  Implicit  Price  Index  increased  by  33.6  per  cent  as  compared  to 
the  Consumer  Price  Index  which  rose  by  some  29.7  per  cent.  Although 
the  Wholesale  Price  Index  lagged  slightly  behind,  it  increased  in 
the  same  period  by  22.8  per  cent. 

Much  of  the  recent  debate  and  discussion  relating  to 
price  changes  and  the  appropriate  policies  to  alleviate  them  has 
been  concerned  with  the  extent  to  which  Ontario  was  a  net  contributor 
to  upward  price  movements.  It  has  been  suggested  that  selective 
policies  must  be  adopted  to  curtail  price  increases  in  Ontario, 
while  at  the  same  time  ensuring  that  slower  growing  regions  in 
Canada  are  not  held  back.  The  following  pages  discuss  the  nature 
and  forces  underlying  the  price  changes  which  have  been  referred 
to,  as  well  as  examining  some  of  the  policy  implications  for  Ontario 
which  stem  from  these  changes. 
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Table  1 

Index  of  Consumer  Prices,  Wholesale  Prices  and 
_ Implicit  Prices,  Canada,  1961-1970 _ 

(1961=100) 


CPI 

WPI 

IPI 

Index 

Annual  % 
Change 

Index 

Annual  % 
Change 

Index 

Annual  7. 
Change 

1961 

100.0 

- 

100.0 

- 

100.0 

- 

1962 

101.2 

1.2 

102.9 

2.9 

101.4 

1.4 

1963 

103.0 

1.8 

104.8 

1.8 

103.3 

1.9 

1964 

104.8 

1.7 

105.2 

0.4  . 

105.8 

2.4 

1965 

107.4 

2.5 

107.3 

2.0 

109.5 

3.5 

1966 

111.4 

3.7 

111.2 

3.6 

114.5 

4.6 

1967 

115.4 

3.6 

113.2 

1.8 

118.4 

3.4 

1968 

120.1 

4.1 

115.7 

2.2 

122.6 

3.5 

1969 

125.5 

4.5 

121.0 

4.6 

128.3 

4.6 

1970 

129.7 

3.3 

122.8 

1.5 

133.6 

4.1 

Source:  DBS  Prices  and  Price  Indexes  (62-002) 

DBS  National  Income  and  Expenditure  Accounts,  1926-1968,  and  13-001. 

Definition  and  Theories  of  Inflation 

Although  there  are  many  definitions  of  inflation,  one  of 
the  most  succinct  and  useful  is  one  which  states  that  inflation  occurs 
when  money  incomes  outstrip  the  sustainable  rate  of  growth.  Perhaps 
a  more  encompassing  definition  is  one  which  suggests  that  inflation 
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is  a  process  resulting  from  competition  in  attempting  to  maintain 
total  real  income,  total  real  expenditure,  and/or  total  output  at 
a  level  which  has  become  physically  impossible. 

A  review  of  the  recent  literature  which  analyzes  various 
theories  of  inflation  suggests  that  the  traditional  approach  of 
labelling  inflation  as  either  demand-pull  or  cost-push  is  misleading. 
Much  of  the  current  theoretical  investigations  into  the  nature  and 
causes  of  inflation  suggests  that  earlier  approaches  were  simplistic. 
Indeed,  depending  on  the  base  period  selected,  almost  any  theory 
of  inflation  can  be  propounded.  Unfortunately,  for  the  policymaker, 
it  is  essential  to  grasp  the  nature  and  significance  of  each 
particular  type  if  policy  prescriptions  are  not  to  be  for  the  wrong 
disease . 


For  the  purpose  of  clarity,  brief  descriptions  of  various  types 
of  inflation  are  given  below. 

Demand-pull  theory  -  assumes  prices  rise  in  response  to  an  increase 
in  aggregate  demand 

Cost-push  theory  -  assumes  that  inflation  is  caused  by  various 
factors  of  production  trying  to  increase  their  relative  share  of 
total  product  by  raising  prices 

Demand  shift  or  structural  theory  -  assumes  that  structural  or 
institutional  rigidities  prevent  a  quick  response  to  changes  in 
demand.  That  is,  labour  or  capital  immobility  prevents  the  smooth 


reallocation  of  resources  to  meet  changing  demand  needs. 
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Some  economists  have  suggested  that  an  indication  of 
the  type  of  inflation  prevalent  at  any  given  time  can  be 
determined  from  examining  the  changing  distribution  of 
national  income  to  various  groups  in  society. 

Table  2  shows  the  distribution  of  net  national 
income  at  factor  cost.  The  average  proportion  of  net  national 
income  at  factor  cost  during  the  period  1961  to  1970  for  each 
of  the  various  groups  is  as  follows;  wages,  salaries  and 
supplementary  income  70.0  per  cent;  corporation  profits  before 
taxes  -  less  dividends  paid  to  non-residents  -  12.5  per  cent; 
net  income  of  non-farm  unincorporated  business  including  rents 
8.3  per  cent;  and  other  9.2  per  cent. 

On  the  basis  of  these  averages,  it  is  seen  that  prior 
to  1967  wages,  salaries  and  supplementary  labour  income  as  a 
percentage  of  national  income  were  lower  as  a  proportion  of  the 
total  than  the  10-year  average.  Since  1967  there  has  been  an 
upward  movement  in  this  proportion,  and  in  1970  this  component 
represented  73.8  per  cent  of  the  total  net  national  income. 
Profits,  as  a  proportion  of  net  national  income  at  factor 
cost,  during  the  past  four  years  have  been  lower  than  their 
ten-year  average.  The  same  has  been  true  with  respect  to  the 
proportion  of  net  national  income  at  factor  cost  going  to 
non-farm  unincorporated  business. 
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The  above  evidence,  while  not  conclusive,  tends  to  suggest 
that  in  the  aggregate  those  receiving  wages,  salaries  and  supple¬ 
mentary  labour  income  have  improved  their  share  of  net  national 

(1) 

income  and  that  this  has  been  at  the  "expense”  of  all  other  incomes. 
Sectoral  Analysis 

The  Implicit  Price  Index  provides  one  of  the  best  indicators 
of  price  movements  by  sector.  Unfortunately,  this  series  is  available 
only  on  a  national  basis.  In  Table  3  it  can  be  seen  that  during  1969 
and  1970  government  expenditures,  non-residential  construction  and 
residential  construction  contributed  to  upward  price  movements.  In 
each  of  the  years  since  1963,  except  in  1968,  the  rate  of  change  in 
prices  in  the  residential  construction  sector  moved  upward  at  higher 
rates  than  did  the  index  as  a  whole.  The  same  is  true  without  excep¬ 
tion  for  government  expenditures. 

The  most  moderate  price  behaviour  in  recent  years  has 
taken  place  in  the  machinery  and  equipment  sector.  Exports  have  also 
tended  to  show  upward  price  movements  that  were  moderate.  Both  of 
these  sectors  are  important  in  the  Ontario  economy  and  their  past  price 
performance  should  be  taken  into  account  in  arriving  at  appropriate 
long-run,  anti-inflationary  policies. 

Table  4  shows  that  prices  of  domestic  exports  have  not 
increased  as  rapidly  as  either  the  Consumer  Price  Index  or  the 
Implicit  Price  Index.  Import  prices  have  increased  at  somewhat 


(1)  A  different  view  is  expressed  in  an  Organisation  for  Economic 

Co-operation  and  Development  report  (Economic  Outlook,  Dec.  1970) 
which  suggests  that  wage  rates  have  lagged  behind  increases  in 
production  and  profits  by  some  three  years  and  that  the  recent 
acceleration  in  pay  rates  constitutes  "catching  up".  Table  2 
above,  which  examines  changes  in  the  distribution  of  net  national 
income  at  factor  cost,  does  not  support  such  a  conclusion. 


Implicit  Price  Indexes,  Canada,  1961-1970 
(1961  =  100) 
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slower  rates  relative  to  exports.  This  relationship  suggests 
that  imports  have  tended  to  restrain  domestic  price  inflation. 
Thus,  tariff  changes  or  the  prospect  of  tariff  changes  may  be 
an  important  policy  tool  in  moderating  Canadian  price  levels. 

Regional  Price  Movements 

Although  regional  data  similar  to  that  shown  in  Table  3 
is  not  available,  some  indication  of  price  movements  across  Canada 
may  be  observed  in  Table  5.  Unfortunately,  direct  inter-city 
comparisons  cannot  be  made  because  the  weighting  system  for  each 
city  is  representative  of  consumption  patterns  of  families  in  that 
area  alone. 


Given  this  limitation,  the  annual  percentage  changes 
in  prices  shown  in  Table  5  do  suggest  that  sharp  price  increases 
during  the  past  four  years  have  not  been  limited  to  large  cities  alone 
nor  confined  to  particular  provinces. 

Canadian  Price  Movements  in  the  International  Context 

The  extent  to  which  Canada  is  an  "open  economy"  as  compared 
with,  say,  the  United  States  is  well  known.  For  example,  the 
importance  of  exports  in  the  total  Canadian  economy  is  markedly  greater 
than  in  a  number  of  other  countries.  This  suggests  that  policy 
makers  in  Canada  should  give  cognizance  to  external  price  movements 
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and  Canada's  price  performance  relative  to  them.  In  view  of  the 
long-term  secular  growth  of  prices,  not  only  in  Canada  but  in  all 
industrialized  countries,  marked  deviations  in  price  performance 
from  those  prevailing  in  countries  with  whom  we  trade  may  be  both 
unnecessary  and  undesirable  given  the  social  cost  which  may 
be  incurred. 

Data  published  by  the  Organisation  for  Economic  Co-operation 
and  Development  and  presented  in  Table  6  shows  that  from  the  period 
beginning  in  1961  to  the  end  of  the  third  quarter  of  1970,  Canadian 
price  performance  was  better  than  that  of  most  OECD  countries.  Only 
the  United  States  and  Germany  had  a  lower  rate  of  price  change  and 
even  these  differences  were  negligible. 

Table  7  compares  price  movements  between  Canada  and  the 
United  States  over  the  period  1961  to  1970.  With  the  exception  of  the 
Consumer  Price  Index,  Canadian  price  performance  has  been  poorer  than 
in  the  United  States. 

While  the  total  change  in  the  Consumer  Price  Index  between 
1961  and  1970  was  somewhat  less  in  Canada  -  an  increase  of  29.7  per  cent 
as  compared  to  an  increase  of  29.8  per  cent  in  the  U.S.,  the  Implicit 
Price  Index  and  the  Wholesale  Price  Index  series  showed  marked 
variation  as  between  the  two  countries.  The  U.S.  l-/holesale  Price 
Index  increased  by  16.7  per  cent  between  1961  and  1970  -  about  three- 
quarters  the  Canadian  increase  of  22.8  per  cent.  Although  the  Canada- 
U.S.  difference  for  the  Implicit  Price  Index  was  not  as  great,  the 
Canadian  index  was  4.6  percentage  points  higher  over  the  reference  period. 


16 


Table  6 


Consumer  Price  Index,  Selected  OECD  Countries,  1969  and  1970 

(1961=100) 


Percentage  Change 


1969 

1970 

1969 

1970* 

2Q/1Q 

3Q/2Q 

4Q/3Q 

2Q/1Q 

3Q/2Q 

United  States 

122.4 

130.6 

1.8 

1.4 

1.4 

1.6 

1.6 

Germany 

123.4 

128.7 

0.4 

0.1 

0.9 

0.8 

0.8 

Canada 

125.8 

130.9 

1.8 

1.2 

0.7 

0.8 

0.8 

Belgium 

127.8 

133.0 

0.8 

0.8 

1.6 

0.8 

0.8 

Switzerland 

131.2 

136.6 

0.8 

- 

0.8 

0.8 

1.6 

Austria 

132.3 

138.7 

0.8 

0.8 

0.8 

0.8 

1.6 

United  Kingdom 

135.1 

144.7 

1.6 

0.2 

1.3 

2.3 

0.7 

Sweden 

135.5 

146.2 

0.8 

0.8 

0.8 

1.5 

1.5 

France 

136.3 

145.1 

1.3 

1.1 

1.5 

0.8 

1.5 

Italy 

137.1 

143.8 

1.0 

1.2 

1.0 

1 . 6 

0.8 

Netherlands 

142.1 

150.5 

1.6 

-0.3 

0.9 

1.4 

2.1 

Japan 

154.0 

166.7 

1.8 

2.3 

1.3 

1.4 

1.4 

*Third  quarter  of  1970. 


Source:  OECD  Main  Economic  Indicators 


17 


Table  7 

Consumer,  Wholesale  and  Implicit  Price  Indexes 
Canada  and  United  States,  Annual  Percentage  Changes,  1961-70 


CPI 


WPI 


IPI 


Canada 

U.S. 

Canada 

U.S. 

Canada 

U.S 

1962/61 

1.2 

1.2 

2.9 

0.3 

1.4 

1.1 

1963/62 

1.8 

1.2 

1.8 

-0.3 

1.9 

1.4 

1964/63 

1.7 

1.3 

0.4 

0.2 

2.4 

1.5 

1965/64 

2.5 

1.7 

2.0 

2.0 

3.5 

1.9 

1966/65 

3.7 

2.8 

3.6 

3.3 

4.6 

2.7 

1967/66 

3.6 

2.9 

1.8 

0.2 

3.4 

3.2 

1968/67 

4.1 

4.2 

2.2 

2.6 

3.5 

4.0 

1969/68 

4.5 

5.4 

4.6 

3.9 

4.6 

4.8 

1970/69 

3.3 

5.9 

1.5 

3.5 

4.1 

5.3 

1970/61 

29.7 

29.8 

22.8 

16.7 

33.6 

29.0 

Source : 

DBS  Prices  and  Price 

Indexes  (62-002) 

DBS  National 

Income 

and  Expenditure 

Accounts , 

1926-1968 

and  13 

U.S.  Economic 

Indicators  and  Department  of  Commerce  Survey  of 

Current  Business. 


During  the  last  three  years,  changes  in  Canadian  price  levels 
compare  much  more  favourably  with  changes  in  the  U.S.  Table  7 
shows  that  in  1968  all  price  indices  in  Canada  increased  by  less 
than  the  same  series  in  the  United  States.  The  data  also  shows  that 
during  1969  and  1970  prices  in  the  United  States  generally  moved  upward 
faster  than  in  Canada.  The  U.S.  Consumer  Price  Index  in  1970  rose 
by  5.9  per  cent  as  compared  with  3.3  per  cent  in  Canada.  The  rate 
of  increase  in  the  Canadian  Wholesale  Price  Index  in  1970  was  less  than 


one-half  that  in  the  U.S.  The  increase  in  the  U.S.  Implicit  Price  Index 
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in  1970  was  1,2  percentage  points  higher  than  in  Canada, 

Price  Changes,  Interest  Rates  and  the  Money  Supply 

During  the  course  of  the  past  year,  attention  was  focused 
on  the  Tnovement  of  interest  rates  and  their  relationship  to  price 
changes.  Table  8  below  shows  the  relationship  between  the  Con¬ 
sumer  Price  Index,  the  yield  on  federal  government  bonds  and  interest 
on  conventional  mortgages. 

The  table  shows  that  between  1961  and  1965  the  Consumer 
Price  Index  increased  more  rapidly  than  did  yields  on  federal 
government  bonds  or  interest  rates  for  conventional  mortgages. 

After  1965  both  the  yield  on  federal  government  bonds  and  the 
rate  of  interest  for  conventional  mortgages  began  to  move  sharply 
upward.  By  the  following  year  the  yield  index  of  federal  govern¬ 
ment  bonds  was  higher  than  the  Consumer  Price  Index. 

After  1967  both  the  yield  on  federal  government  bonds  and 
Interest  on  conventional  mortgages  moved  upward  at  accelerated 
rates  with  the  result  that  the  Consumer  Price  Index  has  been  out¬ 


paced  in  each  year  since. 
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Table  8 

Consumer  Price  Index,  Bond  Yields 
and  Mortgage  Interest  Rates, 
Canada,  1961-1970 

(1961=100) 


Consumer  Price 
Index 

Federal 

Government  Bonds 

Conventional 

Mortgages 

1961 

100.0 

100.0 

100.0 

1962 

101.2 

101.2 

99.6 

1963 

103.0 

100.8 

99.6 

1964 

104.8 

102.6 

99.6 

1965 

107.4 

103.2 

100,3 

1966 

111.4 

112.7 

109,4 

1967 

115.4 

117.6 

115.3 

1968 

120.1 

133.7 

129.6 

1969 

125.5 

150.1 

140.6 

1970 

129.7 

156.6 

149.3 

Source :  DBS  Prices  and  Price  Indexes  (62-002) 

Canadian  Housing  Statistics 

Bank  of  Canada  Statistical  Summary 

It  should  be  emphasized  that  while  recent  annual  rates  of 
change  for  federal  government  bond  yields  and  interest  on  conventional 
mortgages  have  been  substantially  greater  than  for  the  Consumer  Price 
Index,  the  absolute  differences  between  bond  yields,  interest  rates 
and  annual  changes  in  the  CPI  have  been  narrowing.  In  1961  the  yield 
on  long-term  federal  government  bonds  was  5.05  per  cent.  If  the  rate 
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of  change  in  1961  of  the  Consumer  Price  Index  is  subtracted  from 
the  yield  on  federal  government  bonds,  then  the  "net”  yield  was 
4.15  per  cent.  In  spite  of  rising  yields  on  federal  government 
bonds,  the  net  yield  after  subtracting  changes  in  the  Consumer 
Price  Index  has,  until  very  recently,  declined.  For  example, 
even  though  the  yield  on  federal  government  bonds  in  1969  was 
7.58  per  cent,  the  net  yield  after  subtracting  price  changes  in 
that  year  was  3.08  per  cent.  In  1970  the  net  yield  on  federal 
government  bonds  rose  to  4.61  per  cent. 

Much  the  same  pattern  was  evident  with  respect  to  conventional 
mortgages  until  very  recently  when  "net"  yields  increased.  In  1961 
the  conventional  mortgage  rate  was  7  per  cent.  After  subtracting 
changes  in  the  Consumer  Price  Index  for  that  year,  the  "net"  yield 
was  6.0  per  cent.  Conventional  mortgage  rates  in  1970  averaged 
10.45  per  cent;  the  net  yield,  calculated  in  the  way  described 
above,  was  7.15  per  cent. 

Investor  recognition  of  these  past  trends  has  done  much 
to  dampen  the  flow  of  funds  into  long-term  bonds  and  mortgages. 

In  recent  months,  however,  the  relationship  between  some  interest 
rates  and  rates  of  change  in  prices  has  become  more  favourable. 
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The  relationship  between  changes  in  the  money  supply  and 
movements  in  the  Implicit  Price  Index  for  both  Canada  and  the  United 
States  is  illustrated  in  Chart  1.  The  chart  shows  that  over  the 
period  1961  to  1970,  in  both  Canada  and  the  United  States,  the 
money  supply  increased  more  rapidly  than  the  Implicit  Price  Index. 

Since  the  chart  is  on  a  semi- log  or  ratio  scale,  the 
slopes  of  the  lines  indicate  the  relative  rates  of  change.  During 
most  of  the  period  1961  to  1966,  changes  in  the  Canadian  money  supply 
were  very  similar  to  those  in  the  United  States.  After  1966,  however, 
the  money  supply  in  Canada  increased  somewhat  faster  than  in  the 
United  States.  Between  1966  and  1969  the  Canadian  money  supply 
increased  by  about  40  per  cent  while  in  the  United  States  the  money 
supply  increased  by  some  22  per  cent.  During  this  same  period,  the 
Implicit  Price  Indexes  both  in  Canada  and  the  United  States  rose  by 
12  per  cent. 

Prices.  Productivity,  and  Labour  Income 

In  examining  the  nature  of  recent  price  movements,  it 
should  be  remembered  that  prices  in  our  economic  system  are  signals. 

It  is  to  be  expected  that  where  genuine  shortages  and  bottlenecks 
occur,  prices  will  ration  the  allocation  of  resources.  Unfortunately, 


(  se  mi  -  logarith  mic  scale) 
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Chart  I 

CURRENCY  AND  BANK  DEPOSITS  AND  THEIR  RELATIONSHIP  TO 
IMPLICIT  PRICE  INDEX,  CANADA  AND  UNITED  STATES,  1961-1970* 

(  1961  =  100) 


CURRENCY  a  BANK  DEPOSITS 
-  CANADA 


CURRENCY  a  BANK  DEPOSITS 
-UNITED  STATES 


IPI  -  CANADA 

IPI  —  UNITED  STATES 


1961  '62  '63  '64  '65  '66  '67  '68  '69  '70 


^  Currency  and  Bank  Deposits  -  first  nine  months  of  1970 
IPI  -  first  three  quarters. 

Source  DBS  National  Income  and  Expenditure  Accounts,  1926  -  1968,  and  13-001 
Bank  of  Canada  Statistical  Summary 
U  S.  Economic  Indicators 

U  S.  Department  of  Commerce  Survey  of  Current  Business 


III 
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the  scarcity  aspect  as  measured  by  price  increases  cannot  be 
directly  derived  from  various  price  indices.  Given  this 
phenomenon,  care  must  be  taken  to  ensure  that  prices,  wages 
and  other  incomes  continue  to  reflect  real  demand  situations. 

For  example,  if  prices  and  wages  are  slow  to  respond  to  excess 
capacity  and  unemployment,  then  restraining  demand  will  not 
halt  inflation.  It  will  only  lead  to  greater  unemployment. 

Given  our  present  North  American  economic  environment,  prices 
and  wages  may  still  rise  for  some  months  as  a  result  of  past 
growth  while  unemployment  and  excess  capacity  increase. 

Price  and  wage  indices  indicate  that  there  appears  to 
be  a  general  downward  inflexibility.  This  suggests  that  even 
if  demands  in  the  aggregate  are  not  excessive,  increases  in  the 
price  levels  will  still  occur  in  order  to  accommodate  the 
situation  whereby  relative  prices  do  in  fact  indicate  shortages. 

In  recent  months  attention  has  been  focused  on  the 
relationship  between  output  per  person  employed  and  labour 
income  per  employee.  It  has  been  suggested  that  one  of  the 
causes  of  our  current  inflationary  experience  has  been  the 
fact  that  labour  income  per  employee  has  outpaced  output  per 
person  employed. 

Table  9  below  shows  that  in  both  Canada  and  the 
United  States  output  per  person  employed,  using  1961  =  100  as 
a  base,  has  risen  faster  than  labour  income  per  employee  over 


24 


the  period  1961  to  1970.  The  trend  in  Canada  suggests  that 
the  earlier  gap  between  the  two  indices  has  narrowed  considerably. 
The  same  comparison  for  the  United  States  indicates  that  the  rate 
of  increase  in  labour  income  per  employee  has  not  been  as  great 
as  output  per  person  employed. 


Table  9 

Index  of  Output  per  Person  Employed  and  Labour 
Income  per  Employee,  Canada  and  United  States,  1961-1970 

(1961=100) 


Output  per  Labour  Income 

Person  Employed  per  Employee 


Canada 

U.S. 

Canada 

U.S. 

1961 

100.0 

100.0 

100.0 

100.0 

1962 

105.4 

106.2 

103.1 

104.0 

1963 

110.5 

110.2 

106.8 

107.6 

1964 

116.7 

115.3 

111.4 

112.1 

1965 

124.0 

121.8 

118.0 

116.0 

1966 

133.1 

130.0 

126.8 

121.6 

1967 

138.0 

134.9 

135.8 

126.6 

1968 

146.8 

144.0 

144,6 

135.0 

1969 

156.5 

151.1 

154.2 

143.3 

1970 

166 . 1 

157.0 

164.5 

151.8 

Source:  DBS  National  Income  and  Expenditure  Accounts,  1926-1968,  and 

13-001 

DBS  Labour  Force  Survey 

DBS  Estimates  of  Employees  by  Province  and  Industry  (72-008) 
U.S.  Department  of  Labor  Handbook  of  Labor  Statistics,  1969 
U.S.  Department  of  Labor  Monthly  Labor  Review 
U.S.  Department  of  Commerce  Survey  of  Current  Business 
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Inflation  and  Unemployment 

The  relationship  between  unemployment  and  inflation  is 
of  prime  importance.  Much  of  the  discussion  regarding  policy 
alternatives  and  trade-offs  has  centered  around  the  Phillips  curve 
which  purports  to  show  the  relationship  between  hourly  earnings, 
average  price  rises  (or  some  similar  indicator)  and  unemployment. 


(1) 


Chart  2  below  plots  annual  implicit  price  changes  on 
the  vertical  axis  against  annual  average  unemployment  rates  shown 
on  the  horizontal  axis  for  both  Ontario  and  Canada 
from  1961  to  the  third  quarter  of  1970.  Two  sets  of  curves  for 
Ontario  and  Canada  have  been  plotted.  The  first  relates  to  the 
period  1961-67  while  the  second  set,  which  is  above  and  to  the 
right  of  the  first,  relates  to  the  period  1968-1970. 


It  is  significant  to  note  that  both  sets  of  curves  indicate 
that  the  trade-off  curve  for  Canada  is  to  the  right  and  above 
the  curve  for  Ontario.  This  suggests  that  for  any  given  level  of 
price  change,  the  cost  in  terms  of  higher  unemployment  is  signifi¬ 
cantly  greater  for  Canada  as  a  whole  than  it  would  be  for  Ontario. 

For  example,  in  1963  for  a  price  change  of  1.8  per  cent,  unemployment 
was  about  3.8  per  cent  in  Ontario  and  about  5.5  per  cent  in  Canada. 

It  is  not  novel  to  draw  attention  to  the  fact  that  unemploy¬ 
ment  rates  in  Ontario  have  always  tended  to  be  markedly  lower  than 
those  for  all  of  Canada.  What  is  interesting,  however,  in  the 


(1)  Named  after  A.  W.  Phillips  of  the  London  School  of  Economics 
who  examined  the  nature  of  trade-off  relationships. 


.'.1 
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Chart  2 


PHILLIPS  CURVE,  ONTARIO  AND  CANADA,  1961-1970  * 


^  First  three  quarters  of  1970. 


Source:  DBS  Notional  Income  and  Expenditure  Accounts,  19  26  -  1968,  and  13-001 
DBS  Seasonally  Adjusted  Labour  Force  Statistics,  1953  -  1969  (71  -201) 
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present  policy  context,  is  that  an  Ontario  Phillips  curve  shows 
that  much  less  unemplojmient  has  occurred  at  any  given  degree  of 
price  change.  Ideally,  the  data  would  be  more  meaningful  if  some 
form  of  implicit  price  change  index  were  also  available  for  the 
Ontario  economy. 

The  behaviour  of  the  Phillips  curves  since  1967  poses 
some  very  serious  policy  problems.  While  both  the  curves  for 
Ontario  and  Canada  tended  to  follow  a  smooth  trade-off  relationship 
between  price  changes  and  levels  of  unemployment  up  to  1967,  from 
that  time  forward  their  performance  can  best  be  described  as  erratic. 
It  appears  that  both  trade-off  curves  have,  in  fact,  shifted  upward 
and  to  the  right.  This  is  shown  by  the  two  shorter  curves  in  Chart 
2,  This  shift  has  occurred  in  the  region  where  the  implicit  price 
change  on  an  annual  basis  is  equal  to  or  greater  than  3,5  per  cent. 
If  these  relationships  persist,  the  social  cost  of  trade-offs  will 
be  excessive.  The  traditional  view  that  price  rises  can  be  tempered 
by  greater  unemployment  may  prove  to  be  unacceptable. 

The  regional  unemployment  implications  of  the  Phillips 
curves  are  indeed  profound.  It  would  appear  that  the  levels  of 
unemplo3mient  which  slower  growing  regions  of  Canada  would  have  to 
sustain  in  order  to  arrive  at  a  moderate  increase  in  the  implicit 
price  level  would  be  substantial. 


i  ^ 


I 


ly  .  . 
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The  other  policy  implication  which  flows  from  the  Phillips 
curve  is  that  traditional  use  of  the  "big  levers"  of  monetary  and 
fiscal  policy  may  not  be  appropriate  given  the  behaviour  of  the 
Phillips  curve  during  the  past  few  years.  The  chart  suggests  that 
there  exist  in  Canada  significant  rigidities  which  impede  the 
movement  of  resources.  These  rigidities  may  affect  either  capital 
or  labour  or  both.  In  either  event,  special  policies  beyond  the 
traditional  monetary  and  fiscal  ones  will  be  required  if  a  better 
price -unemployment  performance  is  to  be  achieved. 

The  average  annual  rates  of  regional  unemployment  and  annual 
changes  in  the  Consumer  Price  Index  for  the  period  1961  to  1970  are 
presented  in  Table  10. 

The  table  documents  that  the  trade-off  between  reasonable 
price  stability  and  unemployment  has  been  achieved  at  a  high  regional 
social  cost.  For  example,  between  1961  and  1964  when  annual  increases 
in  the  Consumer  Price  Index  were  less  than  2  per  cent,  annual  unemployment 
rates  in  the  Atlantic  region  were  7.8  per  cent  or  higher.  During  1961 
and  1962  in  the  Atlantic  region  the  unemployment  rates  were  11.2  and 
10.7  per  cent  respectively.  In  Quebec  consumer  prices  were  stable  from 
1961  to  1964  but  unemployment  rates  were  significantly  higher  than 
Canadian  averages.  In  both  the  Prairies  and  British  Columbia  prices 
were  reasonably  stable  until  1966.  In  British  Columbia  periods  of 
relative  price  stability  were  accompanied  by  high  rates  of  unemployment. 
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Table  10  illustrates  that  during  1970  generally  higher 
unemployment  in  all  regions  was  accompanied  by  declines  in  the 
rate  of  increase  in  the  Consumer  Price  Index. 

Factors  Affecting  Future  Price  Movements 

In  view  of  the  rapidly  changing  economic  environment, 
the  probable  future  course  of  price  movements  is  very  difficult 
to  predict.  A  number  of  forces  are  at  work  both  to  restrain 
future  price  movements  and  to  accelerate  them.  As  a  result,  the 
outlook  for  net  price  movements  is  somewhat  uncertain. 

It  has  been  suggested  that  price  movements  in  the 
United  States  tend  to  be  reflected  in  Canada.  This  being  the 
case,  the  success  or  failure  to  stem  rapidly  rising  prices  in  the 
United  States  will  have  a  profound  influence  in  Canada.  The  timing 
of  policies  for  restraint  will  be  important.  Considerable  lags 
are  likely  to  occur  before  Canadian  prices  begin  to  reflect  the 
actions  of  United  States  fiscal  and  monetary  authorities. 

The  rate  of  price  increases  in  recent  months  has  tended 
to  slow  down.  Nevertheless,  it  is  still  too  soon  to  tell  whether 
the  calls  for  restraint  combined  with  other  policy  initiatives  will 
bring  about  reasonable  price  stability. 
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Recognition  must  also  be  given  to  two  other  important 
domestic  factors.  Firstly,  contract  settlements  during  the  past 
year  have  been  substantial  as  compared  with  earlier  years.  Since 
many  agreements  call  for  wage  and  other  benefit  increases  in  stages 
over  the  life  of  the  contract,  these  cost  increases  will  be  reflected 
for  some  time  to  come.  Another  key  variable  relates  to  upcoming 
contract  negotiations.  If  these  contracts  should  follow  the  pattern 
of  settlements  made  during  1969  and  1970  and  if,  in  a  number  of  them, 
parity  with  U.S.  wage  and  benefit  scales  occurs,  it  is  difficult 
to  see  how  significant  price  increases  can  be  curtailed  during  the 
coming  year. 

Over  the  long-run,  some  recognition  must  also  be  given 
to  the  impact  on  prices  of  pent  up  pressures  which  may  be  generated 
by  the  Prices  and  Incomes  Commission  itself.  Voluntary  restraints 
may  simply  blunt  immediate  price  increases  while  leading  to  larger 
increases  in  the  future. 

An  important  factor  tempering  price  growth  would  be  an 
improvement  in  productivity.  This  suggests  that  policies  which 
discriminate  against  investments  which  will  add  to  total  output 
and  improve  productivity  may  not  be  one  of  the  best  anti-inflationary 
policies  to  pursue. 

Monetary  and  fiscal  policies  may  not  be  overly  effective 
in  those  areas  or  parts  of  the  country  which  in  fact  have  exhibited 
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the  slowest  economic  growth  and  which  continue  to  experience  high 
rates  of  unemployment.  To  some  extent  there  exists  a  policy  paradox. 
If  growth  and  output  are  effectively  restrained  in  Ontario,  total 
national  output  will  fall  and  fewer  resources  will  be  available 
for  transfer  payments  and  assistance  to  areas  of  slower  growth. 

liJhile  there  is  a  lack  of  consensus  as  to  the  type  of 
inflation  Canada  is  currently  experiencing,  economists  agree  that 
whether  it  is  demand-pull  or  cost-push  or  some  variant  of  the  two, 
neither  type  could  have  been  sustained  without  large  and  continuing 
increases  in  government  expenditures  combined  with  large  increases  in 
the  money  supply.  Even  without  undue  increases  in  the  money  supply, 
the  velocity  of  money  circulation  is  flexible  enough  to  permit  price 
rises.  If  such  is  the  case,  then  pure  monetary  restraint  may  not  be 
sufficient  to  arrest  the  upward  movement  of  prices. 
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